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TAX FORUM
BARBARA M. WRIGHT, CPA 
Ernst & Ernst 
Tampa, Florida
NEW DOMESTIC INTERNATIONAL 
SALES CORPORATION (DISC) 
Part 2
The May issue of the Tax Forum discussed 
the taxation and qualification requirements of 
the DISC corporate entity. This month, 
amounts deemed distributed to shareholders 
and the treatment of actual distributions out 
of earnings and profits will be reviewed.
As stated in the May issue, under the DISC 
tax system the profits of the DISC are not 
taxed to the corporation. Except as provided 
in the DISC legislation, stockholders are taxable 
on the earnings and profits of the DISC in the 
same manner as are shareholders of any other 
corporation. The principal differences in meth­
ods of taxation are:
1. Certain income, whether or not distrib­
uted, is deemed to have been distributed as 
a dividend to DISC shareholders.
2. A corporation that ceases to be a DISC 
is considered to have distributed to its share­
holders its accumulated untaxed income.
3. Upon disposition of stock in a DISC, a 
shareholder recognizes gain as a dividend to 
the extent of the untaxed DISC income at­
tributable to his pro rata share of stock.
4. Dividends (whether actual or deemed) 
received by a shareholder from a DISC do not 
qualify for the dividends received deduction 
to the extent they are from income which has 
not been taxed to the DISC.
5. A corporate DISC stockholder is entitled 
to indirect credit for foreign taxes paid by the 
DISC to the extent of dividends, actual and 
deemed, attributable to the DISC’s qualified 
export receipts. However, excess credits can­
not be used to offset the shareholder’s U.S. tax 
liability on income received from the DISC.
Deemed Distributions in Qualifying Years
DISC shareholders are generally not taxed 
on income in excess of current earnings and 
profits. They are, however, taxed on the fol­
lowing items of income earned during a qual­
ifying year, whether or not actually distributed. 
These distributions are deemed to have been 
made on the last day of the DISC’s taxable 
year.
1. Interest derived from producer's loans.
When a DISC subsidiary lends money to a 
parent corporation as a producer’s loan, this 
rule may be negated by eliminating interest. 
If interest is charged on the loan to a parent 
stockholder, the income will be offset by a 
deduction for interest expense incurred.
2. Gain on the sale of property (other than 
qualified export assets) previously transferred 
to the DISC in a transaction in which gain was 
not recognized to the transferor (contributions 
to capital or tax-free exchange).
There is a dual purpose for taxing this in­
come to a shareholder. Since it does not arise 
from an export activity, it is not eligible for 
tax deferral. Secondly, it prevents the transfer 
of appreciated property to the DISC solely 
for the purpose of achieving tax deferral on 
the gain when subsequently sold by the DISC.
3. Gain on the sale of depreciable property 
previously transferred to the DISC by its share­
holders in a tax-free exchange.
When a DISC sells property subject to de­
preciation recapture in the hands of its share­
holder, each shareholder is deemed to have 
received a distribution equal to his pro rata 
share of a portion of the gain recognized by 
the DISC. The gain deemed distributed is lim­
ited to the ordinary income that would have 
been received by the shareholders had the 
property been sold on the day it was trans­
ferred to the DISC. If the DISC has more than 
one stockholder, a tax-free transfer of Section 
1245 or 1250 property to the DISC by a sin­
gle shareholder will shift a pro rata share of 
depreciation recapture to the other stockhold­
ers on subsequent sale of the property by the 
DISC.
4. 50% of the taxable income of the DISC 
in excess of the amounts deemed distributed 
under 1, 2 and 3 above.
Each shareholder of the DISC is treated as 
having received a taxable dividend distribu­
tion equal to his pro rata share of one-half of 
the excess of the DISC’s taxable income for the 
year over the total amount deemed distributed 
with respect to interest on producer’s loans, 
gain on appreciated property and gain on de­
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preciable property. The operation of this rule 




Interest on producer’s loans. . $25
Gain on ineligible propertv. . 45
Depreciation recapture.......... 30 100
Adjusted taxable income............................ 900
50% of adjusted income............................... 450
Additional deemed distributions 
to shareholders.......................................$ 450
Total deemed distributions to
shareholders ($100 deemed distri­
butions plus $450 additional 
deemed distributions)............................. $ 550
Taxable income not considered
distributed ($900 adjusted taxable 
income less $450 taxed currently) . . .$ 450
Tax deferred thereon ($450 at 
50% tax rate)......................................... $ 225
5. The increase in foreign investment at­
tributable to the DISC's producers loans for 
the taxable year.
This amount is limited to the lesser of: (1) 
the net increase in foreign assets by members 
of the controlled group which includes the 
DISC, (2) the actual foreign investment by do­
mestic members of the controlled group, or 
(3) the amount of outstanding producer’s loans 
by the DISC to members of the controlled 
group. This rule is meant to prevent the in­
vestment abroad of tax deferred profits bor­
rowed by DISC affiliates.
A dividend resulting from an increase in for­
eign investment is the one exception to the 
provision that deemed distributions in qualify­
ing years are taxable only to the extent of the 
DISC’s current earnings and profits. For this 
purpose, earnings and profits for the taxable 




While a DISC election continues in effect 
and the corporation continues to qualify as a 
DISC, its tax-free income may be accumulated 
and the stockholders will be taxed only on 
actual distributions plus the annual deemed 
distributions. However, if the corporation re­
vokes its DISC election or fails to qualify as 
a DISC with respect to any taxable year, the 
corporation’s tax deferred DISC income ac­
cumulated during the immediately preceding 
consecutive taxable years is deemed distributed 
as a taxable dividend pro rata to its present 
stockholders. Such distributions are deemed 
to be received by the shareholders in equal 
installments. The law provides an interest-free 
pay-out period for reporting these installments 
over the lesser of ten years or the number of 
years the corporation was a qualified DISC. 
Any actual distributions made during the pe­
riod of deemed distributions will be added to 
the current year’s installment and will reduce 
the last installments in reverse order. This 
enables the stockholders to have a certain flex­
ibility in determining when they will report 
deemed distributions for tax purposes.
Gain on Disposition of DISC Stock
To the extent of the tax deferred DISC in­
come, a stockholder of a DISC or former DISC 
may receive ordinary income when he dis­
poses of his stock at a gain. This ordinary 
income is limited to two basic types of trans­
actions:
1. A transaction in which gain on the dis­
position is recognized; i.e., a redemption or 
sale by the shareholder of his stock. Upon re­
demption, gain will be realized as a dividend 
equivalent to the proportionate share of DISC 
income accumulated while the shareholder 
owned the stock. A corresponding decrease in 
the DISC’s accumulated income should be 
made to prevent an amount treated as a divi­
dend to the redeeming stockholder from sub­
sequently being again taxed as a dividend to 
other shareholders. When gain on the sale of 
a share of DISC stock is treated as a dividend, 
any subsequent actual distribution from ac­
cumulated DISC income to the transferee of 
such share is considered a distribution from 
previously taxed income. This obviates the 
double taxation of accumulated DISC income 
with respect to a share of transferred stock.
2. A transaction where realized gain on the 
disposition is not recognized, but as a result 
of which the DISC or former DISC ceases to 
exist as a separate corporate entity. Certain 
transactions that are generally non-taxable in 
nature will trigger recognition of dividend in­
come on the part of DISC shareholders. For 
example, in an “A” or “C” reorganization where 
the DISC is the acquired corporation and is 
either liquidated or merged into another, the 
recognized gain will be that portion attribu­
table to DISC income accumulated while the 
shareholders owned the stock.
The realized gain in a “B” reorganization, 
even when the DISC is acquired, will not re­
sult in recognition of gain, since the acquiring 
corporation will “step into the shoes” of the 
previous DISC shareholders and DISC status 
will be maintained. The same treatment is 
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afforded in an “F” reorganization, or when a 
DISC is split into two corporate entities.
Gifts of DISC stock or transfers by reason 
of the death of a shareholder will not result 
in ordinary income treatment to the transferor 
as no gain is realized on the transfer. However, 
the new basis of stock acquired from a dece­
dent will be reduced by an amount equal to 
the dividend the decedent would have in­
cluded in gross income had he lived and sold 
the stock on the estate valuation date.
Division of Earnings and Profits
DISC law provides for the division of earn­
ings and profits into three categories:
1. Tax-deferred income, called “DISC In­
come.”
This category consists of the current year’s 
untaxed earnings and profits plus accumulated 
prior years’ deferred income reduced by any 
actual or deemed dividends treated as made 
out of DISC income.
2. Preciously taxed income.
This represents DISC earnings already taxed 
to shareholders as deemed distributions but not 
actually distributed. It may include distribu­
tions both when the corporation was and was 
not qualified as a DISC.
3. Other earnings and profits.
This category includes earnings and profits 
accumulated while the corporation was not 
taxed as a DISC. Since these “normal” earn­
ings and profits were subject to tax at the 
corporate level, they are eligible for the divi­
dends received deduction when distributed.
The table below sets forth the order in 
which various distributions would be applied 
to earnings and profits.
In Conclusion
These two issues of the Tax Forum have 
presented a cursory review of only the major 
provisions of the new DISC legislation. There 
are several areas, for example the special rules 
pertaining to domestic filmmakers and the con­
version of an export trade corporation to a 
DISC through a tax-free transfer of property, 
that have not been covered in this article. In 
considering the creation and operation of a 
DISC, a careful evaluation of all aspects of 
DISC law should be made in order to prop­
erly weigh the advantages and disadvantages 
as they would relate to an individual situation. 
Although the liberal pricing rules and lack of 
stringent substance requirements offer substan­
tial benefits, the various restrictions on the 
investment of deferred income may present 




Deemed To Meet Actual
Category Taxability Distributions Qualifications* Distributions Losses
1. DISC Taxable-
Income no dividend 
received 
deduction
















*NOTE: In order to maintain its DISC status, a deficiency distribution would be 
required in the year a corporation did not meet the 95% gross receipts and 
assets test.
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